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EDITORIAL DEPARTMENT NOTE 


There have been some recent indications of the trend after the war toward 
greater decentralization of manufacturing. This poses some interesting 
problems for industrial accountants, particularly where the same product is 
manufactured at different plants under different conditions affecting costs. 
The application of standard costs under such conditions raises some inter- 
esting problems. In the first article in this issue of the Bulletin, C. E. Carl- 
son describes how his company has. solved this problem. Mr. Carlson is 
Assistant Treasurer of the National Battery Co. with a home office in St. 
Paul and twelve plants located throughout the United States. He has been 
with the company since its infancy and has seen it grow to be the largest 
producer of automobile storage batteries for replacement. 

In recent years, payroll departments in industry have grown eemege 
New requirements have been added layer upon layer, each requiring i- 
tions to and modifications of payroll accounting procedures. Additional - 
ulations requiring further modifications are in prospect. This makes 
payroll department at this time a most likely subject for methods study, 
with the prospects of a worthwhile return for the efforts expended. In his 
article in this issue of the Bulletin, Walter C. Lee outlines the problem and 
suggests the procedure for reviewing payroll accounting. Mr. Lee is a 
native of Rochester, New York, and spent four years, from 1907 to 1911, 
with the U. S. Navy, seeing service in the China, Japan, and Philippine 
theatres. He joined the sales organization of The Todd Co., Inc., in 1913 
and, with time off to serve in the U. S. Naval Reserve from 1917 to 1919, has 
been with his company since that — serving as Salesman, Instructor, Spe- 
cial Field ear and Zone r. He is at present Zone Man- 
ager of the Springfield, Mass., office of The Todd Co., Inc. 





Articles published in the Bulletin present many different viewpoints. In 
publishing them the Association is not sponsoring the view as but 
is endeavoring to provide for its members material which will be helpful 
and stimulating. tructive comments are welcomed and will be pub- 
lished in the Forum Section of the Bulletin. 
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STANDARD COSTS UNDER DECENTRALIZED 
PRODUCTION 


By C. E. Carlson, Assistant Treasurer, 
National Battery Co., St. Paul, Minn. 


OUR business is the manufacture of storage batteries. We pro- 

duce electric storage batteries for all purposes; batteries for 
use in passenger cars, trucks, and busses; heavy types for com- 
mercial and electric utility installations ; batteries for farm-lighting 
plants, and in addition, various types of batteries for the Army 
and Navy. We have followed a plan of decentralized manufac- 
ture, and centralized management, that is, our engineering and 
design of product, our purchasing, production control and planning, 
and our accounting control are all centered at St. Paul. Trans- 
portation cost is the reason for decentralized manufacture. The 
average automobile battery weighs around forty pounds. The cost 
of shipping a product of this weight for great distances is a large 
item in relation to manufacturing cost. In view of this factor, the 
management reached the decision many years ago to follow a plan 
of decentralized manufacture, which accounts for the location of 
our ten battery factories in cities near the centers of heavy car 
population. In addition to the ten battery factories, we also oper- 
ate two plants at which we make some of the parts used in the 
manufacture of storage batteries. 

While storage batteries are produced for many different uses, the 
largest part of the volume, at least during peacetime, is concen- 
trated in a relatively few popular types of automobile batteries. 
This fact simplifies, at least to some extent, the cost accounting 
problem. Of the materials used in the construction of storage 
batteries, lead is the principal item both in weight and cost. Other 
materials are rubber or composition containers, covers, vent plugs, 
and insulating materials, such as wood separators, spun glass mats, 
and rubber separators. The battery of popular size has about 13 or 
14 different kinds of parts, or about 145 parts in total. While the 
relatively few different kinds of parts used in battery construction 
limits the number of sources of supply, it ‘does not follow that 
we have a small number of parts to handle. The line of batteries 
for use in automobiles and trucks, even under WPB restrictions, 
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consists of about 25 or 30 different sizes of batteries, thus multi- 
plying the number of parts used in production. 


SETTING STANDARDS 

All-Factory Standards 

However, storage battery manufacturing, because of the large 
volume of standard sizes, is well suited to the use of standard costs. 
We use standard costs, but we do not develop a separate set of 
standard costs of product for each factory. We have adopted a 
plan of standard costs that we choose to call an all-factory standard 
cost. As I have previously stated, product control as to design 
and specifications is maintained at St. Paul. All molds, dies, and 
special machines are made in our own machine shop and shipped 
to our producing points. Specifications covering all details of con- 
struction are issued by St. Paul for production of all types of 
batteries at our plants. The only exceptions are at two plants 
where commercial types and batteries for the Army and Navy 
are produced. This centralized control gives us uniformity of 
product and a basis for establishing over-all standards for cost 


purposes. 


Basic Labor Time Standards 

In developing a plan of all-factory standards there are many 
variables by plants. In labor these variables consist of (1) fac- 
tory layout, (2) equipment, and (3) wage rates. 

In establishing standards for labor we start with carefully pre- 
pared time studies of all operations. These studies have been 
made over a long period of time in many of our plants, and after 
careful review and comparison by plants we arrive at what we 
call basic time standards. Basic standards are what the term im- 
plies, that is, the minimum time necessary to perform an operation. 
If machines are used, machine time becomes the basic standard. 
To this basic standard a fixed percentage is added for certain 
allowances. Once the standards are set they become the time 
values that are used in developing the all-factory standard cost fer 
labor. The standards so arrived at are then used to measure 
the labor performance at all of our factories. We referred to 
factory layout and equipment as two of the differences that exist 
among factories. Basic standards do not take into consideration 
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layout or equipment differences. In setting the time values the 
most efficient layout is considered. Likewise the most improved 
machines are considered in setting the basic rates. However, the 
factories that do not have the best layout or the improved equip- 
ment used as the basis for the standards will receive an additional 
credit to the basic standard for this difference. 


Labor Rate Standards 


So far we have discussed the setting of standards in time values 
only. Now we come to the problem of valuation of time stand- 
ards. The first step in this process is to weigh by operations the 
wage rates in effect at each factory at the time standards are 
established to arrive at an all-factory wage rate for each operation. 
This weighted average wage rate becomes the all-factory standard 
wage rate for use in our standard costs. We now have our basic 
standard time values and the all-factory wage rate by operations 
or departments. Thus by multiplying time values by standard 
wage rates we determine our standard labor cost of product. Since 
standards are set on basic time values excluding factors for layout 
and equipment, it is necessary to take up these factors as burden. 
They are chargeable to an account called “Equipment and Layout 
Penalties.” This account is considered as a noncontrollable ex- 
pense in so far as the manager of the factory is concerned. Thus 
each factory’s statement of expenses discloses savings that can 
be made if improved machines or proper layout are provided. 

This takes care of differences due to variations in equipment 
and layout. Another variance is obtained showing the difference 
between the factory’s wage rate and the all-factory wage rate; 
this is likewise treated as burden and is chargeable to an account 
called ““Wage Variation and Labor Penalty.” These difference ac- 
counts represent conversion factors that enable us to move from 
individual factory costs to all-factory costs; they represent one 
step in the procedure of coordinating cost accounting with general 
accounting. ' 


Material Standards 


As stated before, lead is the largest item of material in storage 
batteries, both as to volume and cost. Uniform specifications are 
issued to all factories from our general offices at St. Paul. As a 
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part of these specifications, our engineering department sets a 
standard weight for each lead part and specifies the kind of lead to 
be used. During normal times the lead market price is subject 
to a great deal of fluctuation. It is my recollection that during 
the past twenty years the market price of lead reached a low of 


2%¢ a pound and a high of 10%¢, or a difference of almost eight — 


cents a pound. When this country entered the war the price of 
lead was frozen at 6%4¢ a pound. There have been times in the 
past when the lead market price has fluctuated more than 30 per 
cent in one year. This information on the lead market is given 
to illustrate the accounting problem involved in determining the 
standard price of lead. After reviewing the fluctuations of the 
lead market over a number of years, we set an all-factory standard 
value on lead that represents a reasonable average for the period 
under review. The difference between the actual purchase cost 
of lead and the all-factory standard value is placed in a reserve 
account. This reserve account is an inventory valuation account, 
the handling of which is explained more fully later. 

Many of the other materials used in storage battery construction 
are purchased parts that are used in the assembly department. On 
all such items an all-factory standard value is established, based 
on either current purchase costs or anticipated costs. Variances 
from standard values are classified by kind of material and by 
factories. 


Standard Burden Rates 
Burden rates are also established on an all-factory basis. Cost 


experience for prior periods is used as a guide in determining - 


burden rates. Rates are set by departments or burden centers and 
are computed on the basis of percentages to the all-factory stand- 
ard direct labor. Since burden rates are set on an all-factory basis 
no conversion factor is necessary to handle differences by plants. 
The difference between each factory’s actual manufacturing ex- 
pense and the burden absorbed based on the all-factory burden 
rates is disclosed as a gain or loss at that factory. 


Cost PROCEDURES 


It has been necessary to discuss in some detail the development 
of standard costs as they apply to battery manufacturing and par- 
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ticularly to our plan of decentralized manufacture, since without 
such a perspective it is more difficult to understand the reasons 
for the procedures necessary to carry the plant activities through 
the accounting records. In order to coordinate the cost accounting 


. with the general accounting, it is necessary to cover briefly the 


reporting of production, the handling of labor, productive mate- 
rials, computations of burden absorbed, and the flow of these fac- 
tors through our inventory accounts to cost of sales. 


Labor Costs and Variances 

While our factories make computations of labor cost daily for 
the purpose of measuring performance, they send a report to the 
home office on a weekly basis only. The foreman in each depart- 
ment or operation submits to the factory office payroll department 
daily the details of production, employees, hours worked, and 
hours applicable to each operation. This information, which is 
reported in hours only, is used to determine earnings of employees 
and to distribute cost to direct and indirect labor. All charges 
are first determined in cost hours and then converted to money 
values by extending the cost hours by the all-factory wage rate. 
For example, to determine cost hours for direct labor, the reported 
production is extended by the standard operation time. Indirect 
labor hours are determined in the same manner as direct labor 
hours. If the operation has been rated, the applicable rates are 
used to determine cost hours. If the operation has not been rated 
the actual hours are used. Indirect labor, whether rated or day 
work, is reported under the proper expense classification. All 
direct and indirect labor costs are then summarized for the week 
by productive and nonproductive departments. The weekly sum- 
mary of payroll cost distribution is then sent to St. Paul for 
accounting handling. In addition, each factory sends daily or 
weekly production reports for all operations. 

The St. Paul office converts production to standard direct labor 
by applying the all-factory standard labor rates to the production 
to arrive at all-factory standard direct labor. Since basic standard 
labor rates are used to develop the standard cost of product, the 
direct labor cost arrived at in making this computation excludes the 
factors added for layout and equipment. The labor computed at 
basic standard rates becomes a charge to the productive inventory 


883 








N. A.C. A. Bulletin June 1, 1945 





accounts. The St. Paul office also computes the allowance for lay- 
out and equipment. The differences between amounts reported 
as direct labor by the factory and computations of standard direct 
labor by the St. Paul office are booked as charges or credits to a 
standard cost variation account. As a rule this account will dis- 
close only minor amounts. However, if new methods or machines 
are introduced in the plants, and new time studies are made result- 
ing in new basic standard rates in the plant to cover such opera- 
tions, the standard cost variation account will reflect the difference 
in rates until such time as the all-factory standard costs are changed 
to iriclude the new rates. 

To summarize, the steps used in accounting for labor to arrive 
at the charges to inventory on an all-factory basis: 


1. Differences in layout and equipment by plants are treated 
as noncontrollable indirect labor. 

2. Differences in wage rates by plants are accounted for as 
charges or credits to a wage variation and labor penalty 
account. 

3. Differences between direct labor as reported by the fac- 
tories and amounts computed by St. Paul are recorded as 
standard cost variations. 


These conversion factors serve to integrate the use of basic 
standards for measuring performance at the factories with the all- 
factory standards that are used for cost accounting purposes at 
St. Paul. 


- 

Burden Costs and Variances 

The computation of burden absorbed in production is handled 
at St. Paul. Since burden rates are predicated on standard direct 
labor, the burden rates applicable to each department are multi- 
plied by the direct labor for the month to arrive at the standard 
burden absorbed in production. The burden so computed is a 
charge to the productive inventory account, The difference be- 
tween the standard burden absorbed in product and actual manu- 
facturing expense is treated as a balance sheet’ item for interim 
accounting purposes. At the end of the annual accounting period 
the total burden loss or gain, after determining amounts applicable 
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to inventories, is treated as a variation adjustment to standard 
cost of sales. 


Material Cost and Variances 


There are two classes of materials used in battery manufacturing 
(1) raw material in the form of lead which is processed into parts 
and (2) purchased parts that are used in assembly and finishing 
operations. We have already discussed lead, the use of standard 
value when it is purchased, and the use of an inventory reserve 
account for the difference between the standard value and the 
actual purchase cost. Our factories report parts production daily ; 
these reports disclose the sizes and quantities of parts produced, 
the actual weight of the parts, and the standard weight. Both the 
standard and actual weight of production is accumulated by St. 
Paul and valued at the standard value per pound. Since the raw 
material inventory is charged at standard value from vendors in- 
voices, this inventory is credited for the lead used in production 
at actual weight but at standard value. The manufactured parts 
inventory is charged for the production of parts at standard weight 
and standard value. The only difference which develops in the 
processing of lead is one of weight, that is, the difference between 
the actual weight of lead used and the standard weight of parts 
manufactured. This difference is a charge or credit to a weight 
and yield variation account. In so far as the difference between 
the standard and actual price of lead is concerned, this variation 
remains in a reserve account until the product is sold. When the 
product is sold we compute the quantity of lead in sales at standard 
weight and transfer the appropriate amount based on this weight 
from the reserve account to a lead price variation account. The 
remainder in the reserve account is an inventory valuation factor, 
which applies to all lead in raw material, work in process, and 
finished goods inventories. 

All purchased parts used in assembly and finishing operations 
are chargeable to productive materials inventory accounts at stand- 
ard values. The difference between standard values and actual 
purchase costs are recorded as purchase price variations, Such 
price variations are considered as adjustments to standard cost of 
sales in the month in which they occur. A detailed analysis is 
furnished to management of these variations by kinds of material. 
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Flow of Costs 

For purposes of inventory control we have separated our inven- 
tories into several accounts. They are (1) raw materials, lead, 
(2) purchased parts used in assembly, (3) manufactured parts, 
including raw material, labor, and burden on parts production, and 
(4) finished product. All material, labor, and burden flows into 
and through these inventory accounts at all-factory standard values 
only. All transfers from one inventory account to another are 
based on production reports. Materials transferred from one fac- 
tory to another move in and out of their respective inventory 
accounts at standard values. Parts scrapped or materials that are 
broken are reported to St. Paul. Quantities reported are priced 
and extended at standard value and the loss charged to the appro- 
priate scrap loss or breakage account in the manufacturing expense 
of each factory. 

All-factory standard cost of finished product is applied to the 
number of units sold on a monthly basis to arrive at the standard 
cost of sales. This is done by mechanical means. We use tabu- 
lating equipment for sales and accounting purposes. By the use 
of master cost cards we cost our sales at standard value, and this 
detail as to cost appears on all of our sales summary cards, which 
enables us to arrive at the credits to our finished product inventory 
accounts by factory or branch location and to detail our standard 
cost of sales by customer and territory classification. 

Perhaps the simplest way to summarize this discussion on the 
coordination of cost accounting with general accounting as it is 
done in our business is to say that all elements of cost—material, 
labor, and burden—are converted to standard values on the basis 
of one standard for all factories. The standard values flow through 
the inventory accounts to their ultimate destination in standard cost 
of sales. All variances from standards are computed and segre- 
gated into their respective classifications and end up as adjust- 
ments to standard cost of product sold to arrive at actual cost of 
sales. 
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MODERN PAYROLL ACCOUNTING IS A “MUST” 


By Walter C. Lee, Zone Manager, 
The Todd Co., Inc., Springfield, Mass. 


EN years ago, the business world was entirely different from 
what it is today. A man could hire and fire whom he pleased, 
when he pleased, for any old reason, or for no reason. He could 
tell an employee to work for sixty hours a week, forty-two hours, 
twenty-four hours, or any number of hours, and he could pay 
what he pleased. He could price, buy, sell, advertise as he pleased ; 
as a matter of fact, he could run his business and nobody could 
say anything about it. All of us remember those old days when 
any old five-cent notebook would be all right for the payroll record, 
listing merely : 
John Jones — $1.50 Tuesday 
Bill Smith — 1.90 Tuesday 
John Brown — 1.75 Wednesday 


A business man could use this book, or lose it, and what differ- 
ence would it make? Nobody cared about the record except its 
owner, who perhaps wanted to know what he paid out for this or 
that. Then came the time when we had to keep a little better record 
so we could comply with Federal and State Income Tax laws, 
file information returns, etc. 


Necessity for Payroll Records 

But suddenly everything changes—look what happened! The 
Social Security Law and the State Unemployment Insufance Acts, 
the Fair Labor Standards Act, Walsh-Healy, Bacon-Davis, Victory 
Tax, Withholding Tax, and War Bond deductions all required 
detailed payroll records. For example, in the case of F.O.A. & 
S.I., payroll records generally must be kept by all employing units, 
that is, nonsubject as well as subject employers. Records must be 
available for inspection by proper authorities, must be furnished 
when required, or produced when subpoenaed, and they are usually 
required to be retained for a specific period of years. There are, of 
course, penalties for non-compliance and for failure to file quar- 
terly reports. On the other hand, absence of proper records, or 
of any records, may create a presumption of willful or knowing 
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violation, or, in any event, make it impossible for the employer to 
prove compliance. 

Besides the criminal penalties involved in improper and inade- 
quate records, the lack of such records may mean a big difference 
in the amount of tax an employer pays. Complete and accurate 
records, combined with a knowledge of the requirements of the law, 
will enable an employer to establish : 

1. That he has not employed the required number of per- 
sons to constitute him a covered employer. Thus proper 
payroll records are as important to employing units ex- 
empt as they are to those subject to the Act. 

2. That certain of the services performed for him are ex- 
empt from the term “employment.” 

3. That certain persons performing services for him are 
excluded from coverage, such as temporary, part time, 
casual, student workers, and independent contractors. 

4. That certain payments are specifically excluded from 
“wages” or are otherwise not taxable. 


In other words, an employer should be able to prove from his 
payroll records that he is not liable for taxes, or, if liable, exactly 
for what amounts he is liable. On the other hand, failure to main- 
tain adequate payroll records may result in inability to prove that 
the proper amount of taxes was paid. 

Any underpayment of taxes which will subsequently have to 
be made good may entail also the payment of interest and penal- 
ties. I don’t know how many of us will live to be sixty-five, but 
for Federal old-age benefit purposes the employer must furnish 
employees with a written statement at periodic intervals, showing 
the wages paid, amount deducted, etc. This statement may be 
furnished each pay period, each month, quarterly, or annually. In 
any event, the regulations require that an employee be furnished 
with a statement at the time of termination. Unless a payroll 
procedure is set up to provide this information quickly, you can 
imagine the headaches some concerns will face in trying to comply 
with this provision when we have contract terminations and sub- 
sequent wholesale personnel cutbacks! As a matter of fact, many 
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concerns have already found it a serious payroll department bottle- 
neck during these war years of much labor turnover. 


State Unemployment Insurance 

The record keeping requirements of most of the state unemploy- 
ment insurance laws are not complicated; in fact, most of the 
information is a duplication of that required by other agencies. 
In Tennessee there is, however, one “sleeper” which requires an 
extra column on the Earnings Record; a record must be kept of 
time lost, due to unavailability for work, by each worker who may 
be eligible for partial benefits. While this provision for record 
keeping is required by the regulations, the nature of the Tennessee 
merit rating provision is such that an employer should want to 
have this information available if and when an employee files 
his claim for partial benefits. 

A lot has been said about the need for keeping records on an 
employee’s activity while he is on the job. The merit rating pro- 
visions of State Unemployment Insurance laws make it just as 
important for an employer to know what a man is doing while he 
is not working as it is when he is working. Merit rating is an 
inducement to the stabilization of labor. This implies a great 
deal more than merely maintaining employment at a high level. 
It requires a knowledge of the status of each employee in con- 
nection with the opportunity he has for collecting benefits charge- 
able to the employer’s account in the event of a lay-off. Thus, 
from the viewpoint of protecting the employer’s account for merit 
rating, adequate and complete payroll records are of extreme im- 
portance. Unjustified or exaggerated benefit claims may be al- 
lowed and paid where the employer is not in a position to prove, 
through the medium of complete and adequate payroll records, 
the correct amount of wages paid by him to a particular employee 
during the employee’s base period. Ultimately this may result in 
a higher contribution rate for the employer on his entire payroll 
than would otherwise have been necessary. 

It has been said that the various laws affecting payroll account- 
ing provide greater opportunities for money savings than most 
of the laws affecting business operations. This is undoubtedly 
due to the tremendous tax-saving opportunities made possible 
through the merit rating provisions. The majority of concerns 
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with whom we come in contact are concerned about the must 
records they are required to keep under the various regulations, 
laws, and acts affecting payrolls. They overlook the fact that 
adequate records, not legally required, form the basis of real tax 
savings and make possible in many cases sufficient direct savings 
to offset and pay for all the clerical help needed to keep the re- 
quired records. 

Under merit rating every employer should familiarize himself 
with the conditions under which an employee is paid benefits. 
While all the contributions from employers are pooled for the 
benefit of paying claims to eligible employees of all concerns, an 
individual ledger account is kept for each employer showing jis 
contributions, his annual payroll, benefits charged to his account, 
balance in that account, and the ratio of that balance to his average 
annual payroll. This ratio determines the tax rate the employer 
must pay for the ensuing year. Since the rate of contributions 
varies from a low of 1 per cent to a high of 3.3 per cent, with 
increases scheduled at 3/10 of I per cent, it is apparent that the 
payment of one week of partial benefits to an ineligible employee 
may throw the employer’s tax rate into the next higher bracket. 
Think of the uninformed employer on one side of the street paying 
a tax of $3,300 annually on a weekly payroll of $2,000, and the 
informed competitor across the street paying a tax of $1,000 on 
the same weekly payroil. There is no need for an employer to 
wait until he is notified by the State Unemployment Insurance 
Commission just what his tax rate is to be. Every employer 
should keep a ledger card showing his annual payroll, his con- 
tributions, the benefits charged to his account, his reserve balance, 
his ratio, and the rate of tax applicable. This is a simple record 
to keep and one which will provide many savings, worth far more 
than the time and effort it takes to keep the record. 

A study of the merit rating provision of the Tennessee Unem- 
ployment Insurance law, more or less typical of similar provisions 
in other states, indicates these tax-saving possibilities: 

1. In the event of work shortages it permits an employer to 
check his employee records to determine which employees 
can be laid off without affecting the employer’s reserve 
balance. In other words, an employer should look over 
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his individual earnings records to- determine which em- 
ployees are eligible to receive benefits immediately be- 
cause they have served their waiting period. 

2. It permits staggering layoffs so that one group can be 
laid off for a period of time equal to their waiting period 
and then shifting to another group before the first group 
becomes eligible for benefits. 

3. It permits the employer to contest ineligible claims or 
those which are unjustified or exaggerated. (California 
experience. ) 

4. It permits an employer to challenge an employee’s claim 
when an employee reports availability for work after a 
legal waiting period, even though he may have been dis- 
charged for misconduct connected with his work. 

Contesting an unwarranted claim for benefits may appear to = 
relatively unimportant to many employers, but when they consider 
that the payment of unwarranted benefits may reduce their reserve 
ratio to a point where it throws them into an excess tax bracket, 
they will realize how important it is to know the law, the basis on 
which benefits are paid, the length of time during which an em- 
ployee can receive benefits, and the amount of the benefits to which 
he is justly entitled. 


Fair Labor Standards Act 


The Fair Labor Standards Act, better known as the Wage and 
Hour Law, is intended to place a floor on wages and a ceiling on 
hours ; it is unlike any other state or federal law affecting payroll 
accounting in one respect; there are no periodic reports required. 
It is this aspect of the Wage and Hour Law which makes it ex- 
tremely difficult for an employer to know the extent to which he 
is complying with its provisions. If reports were required, an 
employer would know at the end of each quarter whether he were 
complying. But there have been cases where an employer, fully 
confident of his compliance, found after an inspection that he 
had been in violation for several years and was required to pay 
penalties in the form of fines and double back-pay wages for the 
entire period of noncompliance. In many cases, because of the 
shortage of labor, Wage and Hour inspectors have not been able 
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to inspect a concern’s records for three or four years. The em- 
ployer, confident in the assurance that his records were complete 
and adequate, was embarrassed to learn that he had not been 
paying employees properly, resulting in the payment of thousands 
of dollars of back pay. There have been some cases where a 
business has been put into bankruptcy because of its inability to 
pay the amount due the employees. 

Here again a knowledge of what is required may save employers 
thousands of dollars and considerable embarrassment and adverse 
publicity. The Wage and Hour Law requires that these records 
be kept for each employee : 


1. Name in full of employee and any identification number, 
if used. 
2. Home address of employee. 
3. Date of birth, if under 19. 
4. The occupation in which employed. 
5. The time and day on which the employee’s work begins. 
6. The regular rate of pay. 
7. The basis on which wages are paid. 
8. The hours worked each day and the total hours worked 
each week. 
9. Total daily or weekly straight-time earnings. 
10. Total weekly overtime compensation. 
11. Total wages paid each pay period. 
12. Date of paymem and pay periods covered by payment. 
13. All additions to, or deductions from, wages paid. 
4 


The Wage and Hour law may seem like a dead issue to many 
concerns, because their time and attention is of necessity focused 
on the law or regulation which at the moment is the one requiring 
interpretation and application. They forget that the minimum 
hour rate was raised from one figure to another until it reached 
40 cents in their industry, and then time and a half for overtime. 
We must be familiar with the fact that there are different rates 
of pay for different industries; that there are problems connected 
with apprentices, child labor, learners, physically handicapped, etc. ; 
that there is the question of who is an administrative, executive, 
or professional employee. Employers who are not thoroughly 
familiar with the various aspects of this law, what it covers, and 
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why, may be cheating themselves. But these questions can only 
be dealt with here in broad generalities; their specific application 
to a given situation depends on the individual problems of the 
business involved. 


Wage and Salary Stabilization 

We come to a wartime restrictive measure, and one that affects 
payroll records to an extent that makes all the other things I have 
discussed seem as insignificant as that five-cent notebook of the 
preceding decades, namely, wage and salary stabilization! Under 
this measure a business that operates without adequate, accurate 
payroll records is punishing itself by relinquishing its control over 
its own pay program. Records, if properly kept, enable a busi- 
ness to establish easily for itself job classifications and job rates. 
Provided the business is able to prove the existence of these two 
items, it can obtain approval for increases for merit and for length 
of service, under WLB General Order 31. If it is unable to prove 
both job classification and established rate and rate ranges, it can- 
not make increases under the order. Moreover, the concern which 
is able to prove from its payroll records a consistent policy or 
regular practice of making individual adjustments is able to draw 
up and have approved a pay schedule embracing a plan for making 
individual increases or decreases. Once the plan is approved, the 
concern is in control of its own pay practices. 

Under Wage and Salary Stabilization, records must be kept for 
a period of two years of all increases granted to employees sub- 
ject to WLB control. Such records are required whether a con- 
cern makes increases under its own approved plan, under General 
Order 31, or under a collective bargaining agreement. They must 
contain the following information : 

1. A description of the plan followed and the date when it 
was established. 

2. The description of each job classification, with the specific 
pay rate or range of rates applicable to it. 

3. The number of employees in each job classification dur- 
ing the payroll period and when any adjustment was 
made for any employee in that classification. 

4. The name of each employee who receives an adjustment, 
the date on which he was hired, the date of the adjust- 
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ment, his job classification, and his pay rate prior to and 
after the adjustment and the reason for the adjustment. 


The matter of validating wage and salary increases is probably 
the most important single function that payroll records now per- 
form. The penalty for unauthorized increases is the complete dis- 
allowance as a business expense of the entire salary for the year 
paid at the increased rate. Too many unauthorized increases, or 
increases authorized by WLB or by the Treasury Department, but 
imperfectly docimented or poorly recorded on payroll records 
can result in a tax disallowance that may bring the earnings of a 
firm into a prohibitive excess profits tax bracket. 


Withholding Tax 

While the political, economic, and social aspects of these various 
laws may differ in their objectives from a payroll accounting 
standpoint, they have at least one thing in common; they apply 
the same way to all covered employees, That is, F.O.A. & SI. 
require a similar deduction from all employees; unemployment 
insurance blankets the entire payroll; and the Wage and Hour 
Law places a similar floor on the wages and a similar ceiling on 
the hours of all covered employees. The formula is always the 
same. 

Last year we were introduced for the first time to a law which 
requires differentiation between employees and makes them indi- 
vidual entities in computing their earnings and deductions, namely, 
the withholding tax feature of the Internal Revenue Act. Before 
income tax deductions could be made from a given employee, it 
was necessary to determine his marital status and the number of 
dependents he claimed. Jones is married and has five dependents; 
Smith is single, but has two; and McCarthy is the “Head of Fam- 
ily” with none. The payroll department moved into the home 
and became chummy with the family! 

Starting with wages paid on and after January 1, 1945, we 
have the tax “simplification” act. Simplified for whom? Cer- 
tainly not for the employer! His payroll department faces a far 
more complex and complicated procedure in computing the indi- 
vidual’s tax withheld than it did with last year’s law. Under the 
new law it was necessary to secure new W-4 Forms from the 
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Government for each employee on the payroll. The law required 
that these W-4 Forms, which are the classification or exemption 
certificates, be filed by December 1, 1944. In addition to having 
these forms filled out by all employees currently on the payroll, 
they are applicable also to all employees hired after December 1, 
1944. Parenthetically, I might mention that employees hired 
between December 1, 1944, and January I, 1945, were required 
to fill out the old W-4 Form for the 1944 law as well as the new 
W-4 Form for the 1945 Revenue Act. 

The second step is to classify each employee; classifications are 
different than they were under the prior law. You will recall 
under the old law that there were five major classes with the 
dependency breakdowns in each one. Under the new simplifica- 
tion act there will be eleven classifications, designated by the 
numerals “o” to “ro,” and it is this reclassification that makes 
necessary the new W-4 Form. Under the new plan the depen- 
dency concept has been changed entirely, and the employee is per- 
mitted a dependency deduction for every person he is supporting, 
including himself. 

Under the old law employers were permitted three methods of 
determining the tax deduction : The “exact,” the “bracket,” and the 
“nearest dollar” computations. Many employers elected to use 
the exact method because employees preferred it. It was not a 
difficult computation because it was made by merely deducting 
the value of the exemption from the gross pay and applying the 
20 per cent rate to the balance. Under the new law, however, we 
are confronted with fraction calculations rather than straight 
percentages. For example: 

If the exact (percentage) method of withholding is adopted, - 
the tax withheld must equal the total of : 

I. 2.7 per cent of the excess of the wages over one with- 
holding exemption. (The value of one withholding 
exemption on a weekly payroll is $11.) 

2. 18 per cent of the excess of the wages over the total 
withholding exemptions claimed, or $44, whichever 
is less. (Applies to weekly payroll only.) 

3. 19.8 per cent of the excess of the wages over the sum 
of : 
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a. the total withholding exemptions claimed, plus 
b. $44 as mentioned in Step 2. 


The difficulties in using the percentage method are obvious. For 
instance, an employee is paid $85 by the week, is married, and has 
one child. He would then be in classification No. 3; himself, his 
wife, one child, totalling three deductions. 

The first step is to take 2.7 per cent of the ex- 
cess of the wages over one withholding exemp- 


tion. 


Since one exemption equals $11, we de- 


duct $11 from $85, leaving $74. 

2.7 per cent of $74 equals $1.998 
The second step is to take 18 per cent of the ex- 

cess of the wages over the total withholding ex- 
emptions claimed, or $44, whichever is less. This 
employee has three exemptions totalling $33 

which, deducted from $85, leaves $52. Since 

this is greater than $44, we must select the $44 


figure. 


18 per cent of $44 equals 7.92 
The third step is to take 19.8 per cent of the ex- 
cess of the wages over the sum of (a) the total 
withholding exemptions claimed, $33, plus (b) 
$44, as mentioned in step 2, or a total of $77. 
Since this man is earning $85 per week, the ex- 


cess over $77 equals $8. 
19.8 per cent of $8 equals 1.584 
Total tax to be paid $11.50 


Fortunately, the law offers an alternative called the bracket 
method. Concerns which currently are using the exact methos 
because employees prefer it will find the bracket method far more 
accurate than under the prior law. Moreover, the bracket system 
should prove the better method from an employee relations stand- 
point, since employees can more readily understand the applica- 
tion of the tables to their particular cases. Even though the 
bracket method is far more simple to use than the exact compu- 
tation method, it will slow up payroll preparation considerably, 
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because it involves classifying each employee and checking his 
earnings down the column listing his exemptions to determine 
the amount to be withheld. There is an easier way to do it, 
which I shall explain later. 


The Road Ahead 

Now, all these things are serious enough, but what is coming? 
I am not an alarmist, and I am not a pessimist, but I have heard 
enough about the postwar world during the past few months to 
make me realize that unless businessmen know what is facing 
them, and unless they prepare for it, they will be in a worse posi- 
tion than when they were confronted suddenly with new laws 
that told them whom they could employ, and when and how long 
the employees could be worked, and what they could be paid. 
Legislation is pending to extend the coverage of Social Security 
to hundreds of thousands of workers not now covered. Legisla- 
tion is pending for unemployment benefits for returning service- 
men and for dismissal or severance pay for workers discharged 
from war plants. Legislation is proposed to federalize the state 
unemployment system and to provide general medical and hos- 
pitalization benefits for workers and their families. Let us ex- 
amine some of these proposals in more detail : 

First, as to dismissal wages there is some talk about giving 
dismissed employees separation pay based on prior years’ 
earnings, perhaps two to four weeks’ salary for every year 
of employment, provided, of course, the employee received 
not less than a certain sum during the employed time. There 
has been some intimation that the Government would pay 
such dismissal wages, but watch for legislation that will call 
upon the employer to pay these dismissal wages based on past 
wages, time of employment, etc. Payroll records will be the 
guiding factor under such circumstances. 

Second, there is the problem of rehiring men now in the 
armed forces. There are several restrictive measures in con- 
nection with this subject. Under certain circumstances the 
employer must take back men who went into the armed 
forces, and under other circumstances the employer does not 
have to take them back. Also, there is the question of 
seniority, insurance participation, pension plans, etc., that 
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fall under the Act if such benefits are a part of an estab- 
lished company policy. The same rights must be given 
drafted employees as obtain for all permanent employees. 

When you read this legislation carefully, you will see that 
the employer who is not able to show accurate payroll rec- 
ords for some time past will be in a position where he may 
not be able to substantiate his claims, and the result can be 
much more serious than I want to mention here. 

Another problem concerns labor quotas in the postwar 
period, and only the proper payroll records can guide the 
employer along the right track and keep the inspector from 
throwing a monkey wrench into the wheels. There is talk 
of legislation for employment quotas for industries and com- 
panies, requiring them to continue in employment a fixed 
percentage of the force employed on a given day, no doubt 
at certain wage rates. Only the right kind of payroll records 
can stand the employer in good stead when this comes. 

Soon you will hear much about switching jobs from female 
to male workers, and vice versa. The problem of wage dif- 
ferentials is sure to come up. Which will be cheaper, to 
keep the women at work or to hire men in their places? 
What amounts did the women make in the past? What 
were men paid? What can be saved by switching? Can 
we switch? Only accurate payroll records can furnish the 
answer. 

Finally, there is talk about a guaranteed annual wage. 
President Roosevelt, before his death, had already ordered 
an inquiry into this question which may well embrace the 
basing of the annual wage on wages earned in the past. 
It is a well-known fact that labor unions are smarting under 
the wage and salary stabilization program. In some indus- 
tries there have already been. agreements for guaranteed 
annual wages, and we can look for a lot more agitation in 
that direction in the postwar period. If this becomes a 
political issue and such legislation is passed, accurate and 
complete payroll records will be of paramotunt importance, 
because they can back up the employer’s contention that this 
or that employee had earned a certain amount during a stated 
period of time. 
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It is well to remember that no period ‘in American business 
experience has ever been as uncertain as the one we are going into 
now. We are on the eve of the postwar period, and there is not 
a businessman who stops to think, who does not realize he is in 
for a tremendous lot of changes in labor relations, personnel 
problems, and a thousand other things. 


Payroll Accounting Problems 


It is not the purpose of this paper to delve into the specific 
complications and ramifications of all existing legislation affecting 
payroll accounting. The purpose of this review is, instead, to 
point up the problem and to condition our minds to the importance 
of keeping abreast of all the laws, regulations, acts, and rules with 
which any employer of labor must concern himself, Now that 
these controls are a matter of law and there is every indication 
that we will be in for “more of the same” in the postwar period, 
every business can well give its payroll procedure the right of way 
over any other problem to be considered. 

Keeping records is not a matter of purchasing ink and paper, 
forms with beautiful ruled lines and column headings, The per- 
son responsible for setting up the payroll system should take into 
consideration the significance of every heading, every column, 
every ruled line, every law, rule, regulation, or act that made that 
heading, that column, and that line necessary on that payroll 
record. I have been in the business of designing and selling forms 
for over 30 years, and always when I saw a printed and ruled 
form, I felt that if the form were filled out in accordance with the 
headings, the columns, and the lines, everything would be all right. 
I felt that way in the old days, but now I know that no longer 
can we feel safe merely because the figures appear to be in the 
right spaces. The figures must be correct first, and they cannot 
be correct unless we know just why those figures are being used ; 
and to know why they are being used we must know the law back 
of those figures, which tells us not only what we cannot do, but 
also what we can do. 

Here is the name of John Jones on a beautifully ruled payroll 
sheet, at $40 per week; this is his line, and these are his columns. 
But, should John Jones’ name be on that line in the first place? 
Only a thorough knowledge of the Social Security Law, Unem- 
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ployment Insurance, and other laws, whom they cover, and why, 
can tell you these things. Every business subject to these laws 
faces two problems: 

1. To set up a payroll procedure which complies with the 
various requirements of all legislation and to maintain 
accurate, adequate, and complete records which will en- 
able it to prove compliance. 

2. To keep such records in the most efficient and economical 
manner. 


From the standpoint of compliance with all the laws we have 
dealt with, it is apparent that the procedure influenced by one law 
may be affected by the records which are maintained for another. 
The first step then in law compliance is to study the regulations 
of each and list its record-keeping requirements. No doubt, we 
shall find much duplication, but by listing the requirements of all 
of them, we shall be able to determine what records are needed. 
The next step is to obtain specimens of all forms used in record- 
ing payroll information and data such as the personnel and history 
record, the payroll summary sheet, the individual earnings record, 
the time card, and all collateral forms. These should be checked 
to determine whether or not the information already listed as 
being required by the laws is recorded on one or more of the 
forms used. If the study develops that one of the laws, the Wage 
and Hour Law for example, requires a record of certain data 
which our records do not provide, the forms should be redesigned 
so that they will be in compliance. 

We have approached record keeping so far purely from the 
standpoint of posting such information as is required by law. 
This is a must. Covered employers have no alternative; there is 
no escape. In many cases, preparing forms of this kind entails 
additional labor and clerical time in the payroll and personnel 
departments. There is no regulation or law that tells an em- 
ployer what records he should keep or how they should be kept. 
This is left to the discretion of the individual employer. He is 
permitted to set up his own system, in any manner he chooses, 
so long as he has a record of the information the particular agency 
required. But every employer naturally wishes to keep his rec- 
ords in the most efficient and economical manner. He wants to 
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save time, clerical hours, and have the information available so 
that he can get his quarterly reports out accurately and on time. 
This requires a study of methods and procedures. Specifically 
it is recommended that those charged with the responsibility of 
payroll operations should take the following steps: 

1. Prepare a flow chart of present procedure listing each 
step followed in making up the payroll. 

2. Study these steps to find out how much duplication there 
is, that is, look at each form and find out how much 
information is posted on that form which is subsequently 
or previously posted on another. Eliminate, so far as 
possible, all duplication. 

3. Investigate the possibility and practicability of making 
one essential record a by-product of another; eliminate 
duplication of effort and thereby save time in checking 
and proving. 


There are, of course, other questions to be considered. Fre- 
quently we have found payroll departments posting an employee’s 
earnings and deductions on time cards, copying this information 
to a summary sheet, and then transferring it manually to a card 
file or visible index record. Such employers have found that con- 
siderable time could be saved and errors in transposing eliminated 
by designing forms which can be posted simultaneously, either 
manually or mechanically. Again, since the payroll record is the 
source of all data reported periodically to Social Security, the 
State Unemployment Insurance Commission, and the Internal 
Revenue Department, efforts should be made to locate on one 
form as much, if not all, of the information needed for these 
reports. A great deal of time is wasted in thousands of organi- 
zations simply because clerks are required to refer to three or 
more records to provide a given agency with the data it requests. 

I mentioned in discussing the simplified withholding tax the 
problems confronting the payroll department in determining the 
amount of tax to withhold from a new employee’s pay. There 
are, of course, innumerable charts available for this purpose. But, 
as pointed out, the use of charts slows down the payroll procedure 
because it is necessary to locate the line indicating the wages and 
then draw that line across to the employee’s classification to deter- 
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mine the amount to be withheld. Because the steps are in the $1 to 
the $60 bracket, the charts contain many bands, and it is necessary 
for the payroll clerks to locate the band pertaining to the employee 
before it is possible to determine the amount of tax to be deducted. 
In our own payroll department we are simplifying this procedure 
by posting wage bands on the individual earnings record. The 
wage bands are set up for all the classifications in a wide range 
of popular earnings and an overlapping of $20. By utilizing these 
wage bands reference can be made on the employee’s record at the 
time the deduction is posted. There is no confusion. There is 
no need for locating the earnings and the classification on a chart, 
because the wage band applies to the particular classification into 
which the employee falls. It becomes an automatic selection and 
speeds up the posting operation and eliminates errors and con- 
fusion. 

Regardless of the method employed or of the equipment and 
forms in use, I know of few concerns which could not profitably 
analyze their payroll accounting procedure without benefiting sub- 
stantially from the study. In these days when clerical help is 
scarce and time is at a premium, here is one area in business 
management which can and should demand attention. Here then 
is an opportunity for someone with imagination and with a flare 
for methods work to do a real job for himself and for his 
employer. 





OUR OPEN FORUM 











Costs For INVENTORY VALUATION 


Editor, N. A. C. A. Bulletin: 

Dr. Perry Mason’s article in the Bulletin of April 1 comes like a burst of 
sunshine. For one thing, he recognizes and allows for the special considera- 
tions and conditions which exist in various types of business. He avoids 
the customary mistake of drawing general conclusions from narrow experi- 
ence. For example, because certain methods proved successful in pricing 
and marketing automobiles, he does not advocate these practices as the road 
to success in hat making, meat packing, bread baking, shoe shining, and 
every other activity on God’s green footstool. 

He makes one specific comment about computing costs for inventory 
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purposes which interested me particularly. He said that he knows a textile 
mill in North Carolina which carries its inventories at cost of direct labor 
and direct material only, with no addition for even factory overhead. I 
know another company that does the same thing. While Dr. Mason does 
not advocate the general adoption of this method, I, for one, believe that it 
could be adopted to good advantage by many companies which manufacture 
standard products for general distribution in markets where price competi- 
tion is an important factor. I should like to see its advantages fully ex- 
plored. Among some of them are these: 

It would permit abandonment in most cases of the illogical practice of 
valuing inventory at the lower of cost or market. If we carried inventory 
of both work-in-process and finished goods at prime cost, there would be 
practically no cases where market prices would be below our book values. 

We should avoid the inconsistencies resulting from drawing an arbitrary 
line between the factory and the general office. Certainly we cannot justify 
adding the salary of a factory timekeeper to the cost of products and 
deducting the salary of a payroll clerk in the accounting department from 
gross profits, as an administrative expense not includable in factory costs. 

If we went part way in this direction and included in our inventory costs 
all of what have been aptly called “product” costs, we should stop all further 
contention over whether or not there has been a “real” loss when an item 
is sold below book value. This point always befogs the issue when we 
face an argument over whether or not we are better off to take a particu- 
lar piece of business for which the price does not cover full cost including 
all apportionable overhead. Would not the cost accountant’s position be 
stronger if he could say in every case that prices must cover not only book 
value, but also contribute toward current “period” costs and profits? 
“Period” costs are all expenditures to which a business is committed at the 
beginning of any period to enable it to carry on its operations, although for 
certain items the commitment may be for only a day, for others a week, 
and for still others a month, a year, or even a decade or more. The whole 
function of the sales division is to sell the company’s product at prices 
high enough to recover product costs and to contribute enough to carry 
period costs and produce a profit. Just how to do this is the responsibility 
of the sales division, and no part of figuring out how to carry that respon- 
sibility should be assumed by the cost accountant. 

Incidentally, the more carefully we cost accountants draw the line between 
product costs and period costs, the better for clear understanding by all 
concerned. This, however, is another problem on which it is dangerous to 
generalize. The attached cost sheet shows a breakdown of the, cost per 
direct labor hour in a particular cost center. It is illustrative of possibilities 
in certain situations, to which consideration might also be given. 

Cartes C. JAMES, 
New York Chapter. 


Editor's Note: Since Mr. James uses the terms “product cost” and 
“period cost” with somewhat different meanings from those applied to these 
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Costs per STANDARD ALLOWED Hour at Buncetep Costs 
DEPARTMENT 23—LicHT WELDING 
Product Period 








Costs 
Direct labor 
Productive work at 100% eff............. $1,200 
Reoperating labor ........cccccccseccece 60 
BF WOMB ooo ccccccccscccncvccccccne 30 
SPUN a cUbesdocuseecadtektnscaded 221 
ED Face cas vatneccdueeueecdeserds 12 
SD UND. cctchockenséckuses<ac ot 100 
Compensation and liability ins........... 16 
F. 1. nies 0090. dn0ndeebiansdeebaveueen 81 
Total direct labor................. $1,720 
Factory burden 
Upkeep—machinery ...............0005- $ 151 
NED a6 bansnddcvnd ob cht ace sks 88 
Upkeep—miscellaneous equip. ...... 
Clerks and attendants.......... 
General supplies ............ 18 
Defective work scrapped...... 180 
"ewan and liability ins.. 
eh ERR BS a PS 
uae PO RS PE 69 Fe ey 
| PE ER en 52 
EE” oe £nbs vetesedduceciesd Hues . 
Be Ge Sco kde ian ds ociccv esti cee 
General superintendence—Apportioned. .. 
Total factory burden..............06. $ 589 
UD GUN iid adn ch a Secesdcs cs $2,309 
Standard allowed hours.......... 1,200 
Cost per standard allowed hour......... $1.92 





Costs 


$ 35 


176 
137 


$.83 


Total 


$1,720 


$1,586 


$3,306 
$2.75 


terms when they were first suggested in the Research Study published in 
Section III of the N. A. C. A. Bulletin for May 1, 1942, it may be desirable 
to repeat here the statement made in that report: 
“In industrial accounting theory and practice an important distinction 
is made between two types of costs which will be referred to here as 
“Product Costs” and “Period Costs” for lack of better terms. Certain 
costs are assumed to belong to the goods produced—to attach, as it 
were, to the units of product; while other costs are assumed to be costs 
of the period in which incurred and chargeable against that period’s 
income. To the extent that goods produced in one period are sold in a 
latter period, the costs which attach to these goods are deferred, i.e., 


not absorbed against the income of the period when incurred.” 


This is quite different from Mr. James’ definition of period costs as “all 
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expenditures to which a business is committed at the beginning of any period 
to enable it to carry on its operations’—what accountants usually describe 
as fixed costs. Mr. James suggests that such costs might be excluded from 
inventories, whereas current industrial accounting practice sanctions such 
exclusion only to the extent that operations are at less than normal capacity. 
Thus, Mr. James is repeating the proposal first made in the article “What 
Did We Earn Last Month,” by Jonathan N. Harris in the N. A. C. A. 
Bulletin for January 15, 1936, and subsequently discussed in other Bulletin 
and Year Book articles that fixed costs be excluded from iriventories. 


Basis For TIME STANDARDS 


Editor, N. A. C. A. Bulletin: 

May I add a bit of emphasis to Mr. Cartmell’s letter which appeared in 
the March 1, 1945, Bulletin. He takes issue on the unsoundness of setting 
time study standards by using “average.” That procedure carries the incon- 
sistencies of actual performance into what are then called standard times. 

In contra-distinction, fair incentive standards for the normal worker can 
be determined only by adjusting actual times to normal. This is done by 
rating the performance observed in terms of the normal. 

In accounting technique, the actual cost differs from the standard cost 
by an amount called “variation.” The accountant separates this variation 
from standard cost to show fluctuations up and down from the base line set 
up as a measure. This same type of variation exists in the actual time 
study and must be taken out of the standard, else the end result is not a 
normal time. 

Carrying the variations over into standards for office work would start off 
the incentives with “tight and loose” time allowances. Obviously, that would 
be a mistake. Consequently, it is important to recognize the presence of 
“variations” in any actual times and to adjust for them, when setting up 
standards which purport to allow equal incentive opportunities for all. 

Pur Carro.t, Jr, 
Newark Chapter. 





COST CURRENTS 











Sort Reports oN ITEMs oF CURRENT INTEREST TO INDUSTRIAL ACCOUNTANTS 


New Revision of JTR—The revised Army-Navy Joint Termination Reg- 
ulation has been completed and is now being printed for early distribution. 
The revised regulation includes the termination cost memorandums issued 
by the Office of Contract Settlement. The inclusion of the memorandums, 
which are interpretations of the Statement of Cost Principles, is intended 
to make it easier for settlement officers to decide on questions of allowable 
costs, accounting procedures, and similar matters. This in turn should facili- 
tate faster settlements, particularly in those cases where settlement has been 
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delayed by the inability of settlement officers to find in the regulation the 
answers to specific questions. It is intended that the revised regulation 
will materially reduce the number of questions which have to be referred to 
higher-ups for decision. To date nine memorandums have been issued by 
the OCS and have been reported in recent issues of the Bulletin. 

New additions to the regulation include an outline of the steps to be fol- 
lowed by the services and the contractor in plant clearance and an outline 
of the procedure for making pretermination agreements. The provisions 
for making subcontractors’ settlements have been made more flexible. 

Compliance with the revised regulation becomes mandatory after May 
20, 1945. 


Joint Committee’s Tax Recommendations—The Joint Committee on 
Internal Revenue Taxation is recommending the following five changes for 
prompt Congressional action: 

1. Increase the excess profits tax specific exemption from $10,000 to $25,- 

000 effective beginning with the tax year 1946. 

2. Provide that the postwar credit of 10 per cent of the excess profits tax 
be taken currently with respect to tax liabilities of 1944 and subsequent 
years. 

3. Advance to January 1, 1946, the maturity date of an estimated $1,500,- 
000,000 of outstanding excess profits tax postwar refund bonds. 

4. Provide for speeding up of refunds resulting from carrybacks of net 
operating losses and of unused excess profits credits. 

5. Provide for acceleration of refunds resulting from recomputation of 
deductions for amortization of emergency facilities. 


The recommendations have the approval of the Secretary of the Treasury 
and are designed to improve industry’s cash position as an aid to reconver- 
sion. With reference to items 4 and 5 a “pre-audit” refund would be pro- 
vided for to be paid within 90 days of date of filing the claim. Such pay- 
ments would be subject to subsequent adjustments, if warranted by the final 
determination of the correct amount of tax. 


SEC Considering Termination Reports—The Securities and Exchange 
Commission is considering an amendment to its rules whereby firms with 
registered securities will be required to make special reports of contract 
terminations where the amounts involved constitute a material portion of the 
company’s business. 

Accepted Accounting Practice and Price Control—Increasing attention 
is being given to the question of the accounting for depreciation of fully 
amortized but still useful facilities. Should cost determinations include a 
charge for ordinary depreciation on assets which have been fully amortized 
for tax purposes? This question was discussed recently, with reference to 
price regulations by Paul M. Green, Deputy Administrator for Accounting 
of the OPA before the Senate Banking and Currency Committee. Mr. 
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Green’s statement was made in reply to a charge-made by the National 
Coal Association that the OPA is disregarding the “Accounting Methods” 
proviso of the Emergency Price Control Act. Following is that part of his 
statement which pertains to the depreciation question. 


The second alleged departure from established accounting methods 
claimed by the National Coal Association concerns our method of ac- 
counting for amortization of emergency facilities. In our opinion, the 
fact that for tax purposes the cost of property acquired under certifi- 
cates of necessity may be fully deducted from gross income over a five- 
year period does not mean that the useful life of such assets may not 
actually extend for a greater or lesser period. 

Established accounting concepts require that the cost of assets used 
in production should be allocated on some equitable basis to the output 
of the facility. Conventional accounting practice therefore demands that 
depreciation be computed with respect to the useful life of the asset and 
not with respect to an arbitrary period of time established for other 
purposes. 

If it can be reasonably established that certain emergency facilities 
will have a useful life of less than five years, this Office accepts for 
cost purposes a rate in excess of 20 per cent. If it is reasonable to 
expect that the facility will be used and useful for a longer period, a 
rate lower than 20 per.cent will be required. In other words the rate 
used will be established by the circumstances of the case. 

Departure from the five-year rate either by the company concerned 
or by OPA is not in any sense a reflection on the opinion of the author- 
ities granting the Certificate of Necessity. Such certificates do not mean 
that the authorities granting them have found the facilities will be used 
or useful for exactly five years. The issuance of the certificate is ex- 
clusively a recognition of the fact that the proposed additioa is essential 
to the war effort and as such should be granted the necessary priorities 
and allocations to construct it. To further stimulate war plant expan- 
sion, the Congress granted the added right of 100 per cent deduction of 
the cost of such facilities, including land, over a five-year period in 
computing income tax payments. 

I may point out in passing that the War Drpartment follows the 
same policies and principles of accounting in regard to depletion, depre- 
ciation, and amortization as does the Office of Price Administration. 
To formalize the existing policy of the procurement agencies with 
respect to amortization, the Office of Contract Settlement is, I under- 
stand, about to release an accounting policy memorandum which rules 
out the inclusion of 5-year amortization simply because there is a Cer- 
tificate of Necessity. This memorandum will be binding on the War, 
Navy, and Treasury Departments and the Maritime Commission in the 
settlement of terminated war contracts. 

The National Coal Associatiom has proposed that the following 
proviso be added by amendment to the accounting methods proviso: 
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“PROVIDED FURTHER, That determined costs for purposes of such 
regulations or orders shall include, but not be limited to, deductions 
from gross income recognized by the Bureau of Internal Revenue for 
federal income tax purposes.” 

This amendment would not require the use of established account- 
ing methods in any sense of the term. For example, as we have shown, 
the method of computing depletion cost which we now follow and 
which the National Coal Association now attacks is the one followed 
by the coal companies themselves. The Association does not even pro- 
pose that federal income tax accounting be the basis for OPA account- 
ing. They propose that, in computing costs for pricing purposes, in- 
dustry be permitted to include deductions from gross revenue recognized 
for federal income tax purposes. But they would not limit industry to 
such items. The proposed amendment would authorize the industry to 
take advantage of any specialized accounting methods developed by the 
Congress to meet the peculiar needs and problems of federal income 
taxation. However, it would not require the industry to observe any of 
the countervailing safeguards which the Congress may have provided 
since the determination of cost is specifically not to be limited to items 
deductible for tax purposes. Thus industry would be authorized to 
ignore the tax law whenever it could find an established accounting 
method more advantageous to it. 

The chief effect of such an amendment in many cases would be to 
inflate costs for price determinations far beyond those recognized by 
any system of accounting and out of all relationship to facts. 

So to relate the stabilization legislation to income tax law would 
embarrass the administration of both. Clearly the stability of the price 
structure would be threatened if effect had to be given to frequent 
changes in the statutory concepts and judicial interpretations of income 
for tax purposes. 

The two basic problems should not be confused. Tax laws have 
many objectives to achieve through the definition of gross and net in- 
come which are distinct from the objectives of the accountant in por- 
traying as accurately as possible the actual costs incurred in the produc- 
tion and distribution of goods and services. I am confident that the 
leaders of the accounting profession would be unanimous in maintaining 
that cost accounting and its established methods should not be predicated 
upon income tax legislation. 








